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|S apa of unprecedented proportions are facing pub- 
lic administrators today in financing rapidly increasing 
costs of local government from limited revenue sources. 
Not only are new sources of revenue being sought, but 
governmental expenditures are being scrutinized for ways 
to reduce costs without jeopardizing essential services. 
Among the items to come under the microscope are in- 
terest charges on public debt. 

Analysis of interest costs shows that financing public 
improvements with borrowed funds is an extremely ex- 
pensive process. Although substantially reduced during 
the war, in 1945 such charges amounted to $137 million 
in cities alone. Past experience of local governments in- 
dicates that borrowing usually resulted in doubling the 
cost of a capital project, in some cases increasing it three- 
fold. Even under present low interest rates, borrowing 
adds from 20 to 40 per cent to the original cost. Further- 
more, when the immediate cost cf even a major improve- 
ment seems relatively low, projects which are too elaborate, 
expensive and sometimes unnecessary, can be initiated; 
under borrowing, only a very small proportion of the cost 
of the improvement is immediately reflected in higher 
taxes, therefore neither citizen nor official reaction to pro- 
posed projects is likely to be as critical as it would be if 
the full impact of total cost were immediate. 

Nevertheless, the impressive fact is that many munici- 
cipalities have become debt-free and have eliminated any 
need for interest charges. Others have made considerable 
progress toward their reduction or eventual elimination by 
adopting partial or complete pay-as-you-go! plans for 
financing capital improvements. 


* Strictly speaking, pay-as-you-go financing means paying for capital im- 
provements from current revenues. In a broader sense, it also includes 
financing these improvements from reserve funds which have been accumu- 
fated during past years, and the term is so employed in this paper. 





Debt-Free Cities 

Debt-free status, with the elimination of all debt service 
charges, is sometimes, although not always, the ultimate 
objective of a pay-as-you-go plan. This usually takes several 
years, depending upon the period of time required to retire 
all outstanding bonds. If major improvements are not 
urgent, a city may have a ‘debt holiday” and incur no new 
bonded obligations while it is liquidating old debt. Or, if 
certain projects are imperative, a city may issue bonds 
scheduled for retirement in five or ten years, or within the 
time required to pay off its older debt. 

Debt-free status is not unusual among cities under 25,000 
population. Although nation-wide figures are not avail- 
able, surveys have revealed several debt-free cities of this 
class in Michigan, Missouri, and Wisconsin. 

There are, however, only two cities of more than 25,000 
population which are debt free: Colorado Springs, Colorado, 
and Kalamazoo, Michigan. Six other cities are debt free in 
the sense that they have accumulated sufficient reserves to 
pay all principal and interest on their remaining debt. These 
are: Alameda, California; Cleveland Heights, Ohio; Fond 
du Lac and Milwaukee, Wisconsin; Lansing, Michigan; and 
Macon, Georgia.? 

These cities do not necessarily expect to remain debt free 
permanently. Cleveland Heights expects to undertake a 
capital improvement program of such proportions that it 
cannot be financed from current revenues even if spread 
over a number of years. Milwaukee voted this year to issue 
bonds for needed improvements but still plans to finance 
most of its capital projects on a pay-as-you-go basis. 
Colorado Springs expected to finance $765,000 of its 
$4,500,000 postwar construction program with bonds, but 





‘*Debt-Free Cities and Pay-As-You-Go Financing,’’ Public Management, 
Samaian 1946, The International City Managers’ Association. 
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delays in starting the work will apparently enable the city 
to finance the entire program without resorting to borrow- 
ing. Alameda plans to remain on a complete pay-as-you-go 
plan for the near future but may later submit bond issues 
to the people for improvements which cannot be financed 
from reserve funds or current revenues. 

Kalamazoo has an exceptionally long debt-free history. 
During the 1920’s, when local governments generally 
almost doubled their bonded obligations, Kalamazoo took 
the opposite course. In 1924 it went on a complete pay-as- 
you-go basis and in 1937 became entirely free of debt. The 
city has financed an airport, a new city hall, bridges, pave- 
ments, parks, recreational facilities, sewers, and other im- 
provements without issuing bonds. Its postwar program, 
also to be financed without borrowing, includes a new water 
pumping station, additions to the light plant, and street 
widening. To go on a pay-as-you-go basis, Kalamazoo raised 
its tax rate from 8.5 to 13.5 mills. The average rate from 
1929 to 1938, however, was 10.8 mills, and the 1945 rate 
was 8.8 mills. 

Fond du Lac has built up a reserve fund of $700,000 over 
a period of years through a stabilized tax rate of $30 per 
$1,000 of assessed valuation and through savings in op- 
erating expenses. With this fund it plans to pay off its 
remaining debt (only $30,000) and carry out a capital 
improvement program which includes a new school, a new 
police station, new pavements, and improvements of its 
sewage disposal plant. Commenting upon the pay-as-you-go 
plan in Fond du Lac, City Commissioner W. A. Coffman 
wrote: 

, .. What we cannot pay for, we do not have... We 

have learned that the only way we could get anywhere 

financially was to be ‘tight’ and say no.’ 


Cities on Full Pay-As-You-Go 

According to a Survey of the International City Man- 
agers’ Association, there are seven cities of 100,000 popu- 
lation which are not debt free but which plan to finance all 
all capital improvements from current revenues. These cities 
are: Cambridge, Massachusetts; Canton, Ohio; Detroit, 
Michigan; Grand Rapids, Michigan; Hartford, Connecti- 
cut; Syracuse, New York; and Washington, D. C.4 

Detroit’s debt histo 7 is of particular interest. The city 
grew rapidly during the 1920’s and borrowed heavily to 
finance the extensive public improvements which were 
needed. In 1933, debt service charges accounted for 44 per 
cent of the city tax levy, assuming that the levy was col- 
lected in full. But under depression conditions only 65 per 
cent of the levy was collected, and the city faced a debt 
crisis of extreme proportions. It was necessary to initiate 
a broad program of refunding which extended the date of 
final bond payments to 1963. 

3 Financing Postwar Construction Program of the Village of Scarsdale, 
Board of Trustees, Village of Scarsdale, New York. 


**'Survey of Municipal Policy on Financing Capital Improvements,"’ 
Public Management, April, 1947. 





The city is again planning a substantial postwar con- 
struction program. In 1945, plans and specifications for 
capital projects costing $271 million had been completed, 
according to George F. Emery, Secretary of the City Plan 
Commission, who stated: 

‘“. . The striking difference from previous years is 

that Detroit has reached the legal limit of its bonded 

indebtedness, so that it has to pay for new improve- 

ments on a cash basis while it is paying $17,500,000 a 

year on its old debts.’ 

In 1946, Detroit financed $15.6 million of capital improve- 
ments on a pay-as-you-go basis. 

Syracuse has reduced its debt from $37 million to $8.5 
million in the past ten years. According to a statement of 
John A. Williams, Chairman of the Pay-As-You-Go Com- 
mittee of the Syracuse Chamber of Commerce: 


“If Syracuse had been on a pay-as-you-go basis during 
the past 26 years, it would have saved enough money 
in interest on the municipal debt to pay all its bills 
for 1946, 1947, 1948, and six months of 1949... 
By keeping the tax levy at or about its present level 
for another five years we can retire all the outstanding 
bonds—and at the same time allow for about $2 
million a year for capital improvements.’’® 


Adopting a Pay-As-You-Go Plan 

At the present time conditions are particularly favorable 
for the adoption of pay-as-you-go plans, and there are 
few communities which cannot initiate at least a partial 
plan. Local debt is the lowest it has been in 20 years, 
reduced from $16.8 billion in 1941 to $13.6 billion in 
1946. Revenues formerly spent for debt service can now be 
applied directly to capital improvements. Many cities have 
accumulated reserves for postwar projects. 

In a way, the situation today is similar to that which 
followed World War I. An extensive program of public 
improvements is in prospect. In the earlier postwar period 
borrowing was usual, and local debt increased from $9.1 
billion in 1922 to $16.7 billion in 1932, 87 per cent. 
When the depression came hundreds of cities experienced 
severe debt crises. More than 1,000 local governments de- 
faulted on their bonded obligations. Many cities are still 
paying heavily for improvements undertaken 20 and more 
years ago, improvements which by this time may have be- 
come worn out or outmoded. 

However, there is evidence that a large number of cities 
are trying to avoid the mistakes of the 1920's during the 
present postwar period. The International City Managers’ 
Association recently made a survey of 633 cities having 
more than 10,000 population. It revealed that 116 of them 
have planned to finance all capital projects from current 
revenues. There were 343 cities planning to finance im- 
provements partly from current revenues and partly from 

5 “‘How Detroit Hopes to Finance $271,000,000 of Post-War Municipa! 
Improvements,’’ The American City, January, 1945. 


© New York State Taxpayer, April, 1947. Citizens Public Expenditure Sur 
vey, Inc., Albany, New York. 
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bonds, and 174 cities which planned to finance all im- 
provements from bond issues.’ 

To date, however, construction programs have been held 
back by shortages of materials and high costs. Reserves 
accumulated during the war have often been sufficient to 
finance the limited improvements so far undertaken. When 
shortages become less severe and reserve funds have been 
spent, the temptation to borrow will become great. Unless 
more cities adopt well-defined pay-as-you-go policies now, 
the apparent present acceptance of the plan may be short- 
lived. 

The degree to which pay-as-you-go financing is feasible 
depends upon the local situation. Communities of stabilized 
population growth, which do not require extraordinarily 
heavy outlays for capital improvements, and which have 
relatively low debt service charges and tax rates, are in a 
good position to adopt a complete pay-as-you-go plan. Cities 
which have no immediate need for extensive improvements 
may start on a complete pay-as-you-go basis and change to 
a partial plan when they find that available revenues are 
inadequate to finance major projects completely. In most 
cities, however, the prohibitive tax rate resulting from 
financing extensive projects on a pay-as-you-go basis makes 
the adoption of a full plan impracticable. This is particu- 
larly true of new communities or those which are expanding 
rapidly. 

In general, therefore, only a partial pay-as-you-go plan, 
under which a portion of capital improvements is financed 
from current revenues and a portion from bond issues, is 
feasible. For example, a city might decide to finance certain 
types of improvements, such as roads and sewerage systems, 
on a pay-as-you-go basis, and others, such as important 
building, from borrowed funds. Or, it might finance a 
single major improvement partly from current revenues 
and reserves and partly from bonds. Instituting a partial 
pay-as-you-go plan may enable a city to restrict its borrow- 
ing so that it can go on a complete plan later. 


Planning the Pay-As-You-Go Program 

The success of either a partial or complete pay-as-you-go 
program depends on adequate planning of what to under- 
take and how to finance it: first, a master plan of public 
improvements, second, a capital budget. Their combined 
purpose is to schedule construction so that 1) priority is 
given the most urgent projects, 2) that borrowing may be 
made unnecessary or held to a sound minimum, and 3) that 
future costs may be equalized as much as possible. 

In any given city certain projects may be needed at once; 
others may be postponed; for some even, no real need may 
exist. The master plan, therefore, schedules the construc- 
tion of proposed projects in the order of need. The plan is 
usually projected over five or six years, but not more than 
ten, forecasts for beyond a ten-year period having been 
found unreliable. The capital budget then provides the 
plan for financing. Its objectives, suggested above, have 


_ 7 "Survey of Municipal Policy on Financing Capital Improvements,’’ 
Public Management, April, 1947. 





been set forth formally as follows: 1) the arrangement of 
capital improvements in the order of need, 2) a careful 
balancing of future needs with the ability to pay, 3) the 
stabilization of construction activity over a period of years, 
and 4) a gradual shift to a pay-as-you-go policy.§ 

In large cities substantial expenditures for capital im- 
provements may be made each year, but even the financing 
of expensive projects, such as school buildings, may be 
planned from current revenues. In smaller communities, 
certain types of improvements such as street pavements, 
extensions to water or sewerage systems, and small build- 
ings may be financed from current revenues if the construc- 
tion work is carefully planned. However, in small com- 
munities financing an expensive improvement, such as a 
new city hall, school, or hospital, from current revenues and 
without borrowing might result in an excessively high tax 
rate. Such financing usually requires the accumulation of 
funds in advance. Each year revenues are placed in a reserve 
fund which may be built up until it becomes Iarge enough 
to finance the needed project without incurring debt. In- 
stead of spending money for interest, the city can use 
the reserve fund to earn interest. 

Reserve funds are held in disfavor in many quarters 
because of the strong temptation to divert them to purposes 
other than those for which they have been accumulated. 
Not infrequently, they have been used to defray operating 
expenses. This is a poor and costly practice, for it means 
increasing expenditures for normal purposes by using 
revenues which have been obtained for special purposes. 
Employed in this manner, reserve funds result in higher 
taxes and encourage waste rather than thrift. Therefore, 
when reserve funds are set up, special measures should be 
taken to protect them from being diverted. They should be 
protected by state and city statute. If protected only by 
local statute, any diversion should be contingent upon 
popular vote and should be confined to other capital proj- 
ects. Under no circumstances should reserve funds be 
spent for operations. 


Presenting the Case for Pay-As-You-Go 

Pay-as-you-go financing is likely to be opposed by some 
members of a community. First, borrowing to finance capital 
projects has always been an accepted >ractice. Second, its 
effect of minimizing initial cost ten.!s to detract the tax- 
payer's attention from total cost. Unless people are fully 
aware of the ultimate savings of pay-as-you-go they cannot 
be expected to endorse a measure which usually requires 
a temporary increase in the tax rate. 

The initiative in presenting the case for pay-as-you-go may 
be taken by public officials or by civic organizations. A good 
example of an effective presentation is the pamphlet 
Financing Postwar Construction Program of the Village 
of Scarsdale, published by the Board of Trustees of Scars 
dale, New York. This points out that the $1 million post- 
war construction program can be financed on a complete 


® Chatters, Carl H. and Albert M. Hillhouse, Local Government Debi 
Administration, Prentice-Hall, Inc., New York, 1939, pp. 363-364 
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4. What is the tax rate now required to provide for 
debt service payments ? 

5. What are interest payments as a percentage of total 
operating costs? As a percentage of expenditures for 
police protection, fire protection, or other services? 
6. What is the total amount of interest paid during 
the past 20 years, and how does it compare with total 
Operating costs for 1946? 

7. Is there a master plan of community development 
and a capital budget? 

8. What capital improvements are planned for con: 
struction «uring the next five or six years? 

9. What would ihese improvements cost if financed 
entirely on a pay-as-you-go basis? 

10. What would they cost if financed entirely from 
borrowed funds? 

11. What annual increases in the tax rate would be 
necessary to finance all of the improvements entirely 
om a pay-as-you-go basis? One-half? One-third? 
One-fifth ? 

12. What portion of the improvement program can 
be financed under pay-as-you-go financing without 
creating an excessive tax burden? 

13. Are there any examples in your community of 
overly-expensive or poorly-planned improvements 
which would have been avoided if the proposed proj- 





pay-as-you-go basis with annual increases in the tax rate 
varying from $1.06 to $1.88 per $1,000 of assessed valua- 
tion during the seven-year construction period. Some of the 
advantages of the plan were described as follows: 

1. It would save $300,000 in interest on the cost of 

the proposed construction program. 

2. Since the full costs of improvements would be re- 

flected promptly in the tax rate, the plan would be 

a strong influence in holding down unwise expendi- 

tures—-would discourage “‘luxury” spending for public 

projects. 

3. A new large debt, the repayment of which might 

cause hardship in time of depression, would be 

avoided. 

4. The village would become free of net general fun- 

ded debt in 1958. 

5. Higher real estate values could be expected in a 

low-debt or debt-free community. 

Not many municipalities are in as favorable a position as 
Scarsdale to adopt a complete pay-as-you-go plan. Most 
communities, however, can adopt a partial plan, and by 
doing so now may be better able later to go on a complete 
pay-as-you-go basis. 

The exact degree to which pay-as-you-go financing is 
practicable in any community is a rather technical considera- 
tion, but some indications may be found in the answers 





to 


the following questions: 

1. What is the total bonded debt of the community, 
including that of public service enterprises? 

2. What amount is spent annually in principal and 
interest payments ? 

3. According to the difference between debt service 
payments for 1941 and 1946, what amount formerly 
spent for debt service can now be used for pay-as-you- 
go financing? 


ects had been examined critically before construction ? 
14. What is the sentiment of public officials toward 
pay-as-you-go? Of civic leaders? 

15. If the community were to go on a complete pay- 
as-you-go basis now, when would it become debt free? 
16. Assuming that a partial pay-as-you-go program 
only is feasible, what portion of the new bond issues 
can be scheduled for retirement within the retirement 
period of the older debt? 
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